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| LHILIMAN & ROBERTSON, INC

o Acmanes and Consultzms

Sum: 400 .
25790 Bluemound Road :
Broekﬁcld Wisconsin 530056069
“Telephone: 41477842250
Fax: 41477846388

Date: Ja.uuary181995 i

Chief, Patients Compensation Fund

From: Robert L. Sanders
Subje_ctz .,_.-MACT:._.QF_A CAp ONN ON‘ECQNOMICD .

On Thursday, }anua:}v 19 the Ofﬁce of the Ccmm:ssxoner of Insurance has been asked to testxfy“'f-'
ata hearing regarding proposed legislation that would introduce a cap on pon-economic damages.

for medical ‘malpractice claims in Wisconsin. - In preparation for that hearing, you have asked .
Milliman & Robertson to estimate. the impact of a cap on the Patwnts Compensatxon Fund: In.

particular, you have asked us to estimate:

. The mmal ;mpact on Fund fees; -

. The u:utxal lmpact on the Fund deﬁcﬁ and |
. 'I‘hc meact on. Fu,nd fees in subsequent years.

IN'ITiAL IMPACT ON FUND FEES

To xllustrate the mmai mpact of a cap on Fund fees we have assumed that thc cap wouid have "
been effective June 30, 1994, The Fund fees adopted for the July 1, 1994-95 fiscal year were -

based on the “break-even” fee level as reflected in our annual actuarial report on the Fund dated

February 17, 1994. The table below compares the mdxcated break-even fees by major provider

group ‘under varxous levels of a cap:

Albany * Atlants » Boston ¢ Chicage * Cincinnat + Dallas + Deaver + Hartford « Houston
Indianapolis * Irvine * Los Angeles ¢ Mihvaukee » Minneapolis « New York ¢ Omaha » Philadelphia » Phoenix
Portand * St Louis * Salt Lake City * San Diego * San Francisco + Seattle * Tokye * Washington, D.C.

Internationally WOODROW MILLIMAN
Argentina * Australia * Austria * Belgium + Bermuda ¢ Canada » Channel Islands ¢ Denmark
France » Germany * Lreland « Italy « Japan » Mexico * Netherlands » New Zealand
Philinninee o Snain + Suweden ¢ Tinited Kinedam + United States ¢ West Indies



It is our understandmg that the Fund’s fee income for the Juiy 1, I994~95 ﬁsca.l year wﬂi be
$55 262,000, Based on this, the indicated break-even fee 1evcls are shown below .

: : .. -$55,262,000
$25000 | aa762,000
| 500,000 - fo o 47691,000
E 1,000,000 _ 51,062,000 J

MILLIMAN & ROBERTSON, INC.



© - would have an mpact n the reserves held by the Fund for

The ;mpact thas a;_ca_p __ n_on-economlc damages wo have- on rha Fund deﬁcﬁ is contmgant
upon. whether the cap is to be applied to any acuon occumng' an cr aft:er 1ts effectwe date or any
actien ﬁled on or after thc cffecave datc L e : ¥ O

In the case of thc pmposed cap applymg ﬁnly prospecnveiy that isy only to clalms occumng on
or after the effective date - the cap would have no impact on reserves currentiy held by thc Fund
for unpald claims and hq:nce wouid havc :10 zmpact on. the Fund dcﬁcxt .

reported (EBNR) Again,; to ﬁlustrate the zmpact ‘we assumed that the prcposed cap would have

B been effectwe June 30; 1994 At that. nme the Pund’s balance sheet mﬂccted arteserve for IBNR

claims_of $406.9 million on an undlscounted ‘basis. The table beiow shows the esumated
reduction in the Fund’s IBNR reserve as of June 30 1994 under vancus ‘levels of a cap:

E o | |

10,969,000 - '

Thezmpacton tﬁe-Fun&-dcﬁcit wouicibmdenncai to t}m reductxon in lBNchserve shownabove

IM?ACT IN SUBSEQUENT YEARS

The precedmg sections dxscussed the zmpact that a cap Would m;tiaily hava on Fﬂnd fees and the
Fund deficit. To illustrate the projected impact of a cap in subsequent years, the table below
compares the projected break-even fee levels over the next five fiscal years under various levels
of acap. As bcfcre we assumed that a cap would have been effective June 30, 1994:

MILLIMAN & ROBERTSON, INC. :

| mg"to any qla;m ﬁZed on or fter the cffcctzvc datc tize cap
aims that have been mcurred butpnot



[ July 1, 199495 | $55,262,000 | $ 44,762,000 |
[uy 1199596 | 60,854,000 | 48,885,000 55,528,000 |
[y, 199697 | ss7600m0 | sazsmoo0 | eomssom |
[ July 1,1997-98 | 72,921,000 | 57,841,000 | - -55-‘453 ooo =
o uiy1, 199899 | 79,421,000 | 62,596,000 | ’

$267 38 000 $302 938000

The tablc_ b_eiow summarmes the mdic:ated rcduct.:ons m break-even fee levels over the ﬁve year .

period:

- $250000 .l $67.846,000

Thxs compaﬁson is based on-an assumptlon that the- cap mtroduced on June 30,1994 wouid-_.
remain fixed over time. It is our understanding that consideration is being glven to zndexmg the
cap to reflect an annual adjustment for inflation based on the consumer price index. While we |

have not estimated the projected impact of an inflation index on the cap, this would dampen the
_projected reduction in break-even fee levels. That is, the Fund’s break-even fee income would
be increased beyond those shown above if the cap is indexed for inflation.

Dan, this memo is intended only as a summary of our analysis. For reference, we have attached -

a May 20, 1994 memo to the Special Committee of the Fund’s Board of Governors, which
prcvxdes fm‘ther details on the assumptwns and methodoicgy underlymg our analysxs o

Let me know 1f you need anythmg further,
RLS/rep
cc: Susan Ezalarab Pete Wick

Wayne Ashenberg Chad Karls
James Fox Darren Sveom

MILLIMAN & ROBERTSON, INC.
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Patlents Compe::satmn F und (Fumi)

The Fund was created in §9?3 o pmvrdﬁ excess
Acmaual Committee, a Legal Committee, a Claims

medical malpractice insurance for Wisconsin health cate

providers. The Fund is governed by a I”% member Board -
of Governors (Board) that consists of '3 insurance:

industry representatives,-a member named by ihf:
Wisconsin Academy of Trial L:_m_yers, a member named

by the State Bar Association, 2 rhembers hamed by the
State Medical Society of Wisconsin, a member named ..
4 pui}hc :

by the Wisconsin Hospital Association,
members appointed by the’ Govemo

Commissioner of Insurance who serves as the cha:r The___..

Fund’s administrative siaff is provided by ‘OCL.

?he Beard is assssteé by an Underwriting and

Cammﬂiﬁe an Investment/Finance and Audit C ommittea

a Risk Management Steering Committee, and a Peer
- Review Cot_l_ra_cii.__

The Board and its commitiees meet
qua;terly. '

!he' Fund operates on a fiscal year basis—July 1
through Junc 30, Administrative costs, operating costs,

‘and claim pavments are funded through assessments on
_. part;cxp’;tmc health care providers.

- f Physmta ns m Patlents Compensatmn Fund
" 1994~2003 '

12,0007
11,000

10,000

7.000

12/3111994

12/3172002

Corporaﬁons in Paﬁents Cempensahan Fund
1994-2003 '

12/31/1996

12/31/1904 - -

121311888

12/34/2000 . 127312002 - .
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Searevated Funds, Patients Compensation Fund

Patients Compensation Fund Composition
December 31, 2003 . .

All Other
Partcipants
4,
Corporations _5_&
10% '

) Physicféns_ K
85%

- ‘Ambulatory Surgery Centers

Hosplial

Al Other Participants in Patients Compensation Fund
December 31, 2002

Cooperatives fi1

OuedorContlea s

 Affiliated Nursing Hores

._Paftnésshib;
pitals 493

irss Angstietists.
e —~

14,000

13,000

Patients Compensa'ﬁon Fund Participants
1994-2003

13,191

12,750

12,344
12,05% 12006
11,711 )

11485 11626

12/311994 12/31/11996 123111998 1213172000 1213112002

67
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As of December 31, 2003, the vastmajority of Fund
par“éicxpama were physicians at §5% with corporations,

comprising another 10% and the. remammg 5% comprised
of various other, pam;,;pam types, a3 liustrated in the
charts on the previous page. At w:arwend 2003, Fund
participants totaled 13,191 compmeci of 11,145 physi-
cians, 1,323 corporations, 492 nurse anesthetists, 118
hospitals with 27 affiliated. musing homes, 50 partner-
ships, 21 hospital-owned or wntm%%eé'emities 14
ambulat{)ry surgcry t:enters, ané i coapemt;w

Fromjuly§ 1975, through Dccemim; 31, ?{)()3 4,944
_.ciazms had been filed in which the Fund was named During
this period, the Fund's total number of paid claims
increased to 609, towaling $548,014,819. Of the total
number.of «claims in which the Fund has been named,
4,108 c}azms have been closed with ao :ndemmiy
payrnent Of the remaining open claims reported as of
December 31, 2003, 24 cases cartied ‘aggregate case
reserves of $27,833,071, whalc 203 cases had 1o reserves

estabi;shed

Searegated Funds, Patients Compensation Fund

Major Activities for . 2003;

+ Fund admzn;stzdzmn in con_;um_tien wnh ieﬂat
counsel, c%eseiv monitored ¢laims filed which
chatlenge the cons%nu%zonahtv of the noneco-
nomic and wrongful death caps. This is an
ongeing issue and will be closely monitored.

Fund administration closely monitored the usc
of outside counsel.  Pursuant to'a court decision
in 2000, the Fund hzrcs sepalate defense. caunscl
on each claim. Fund staff monitors lhe ciaxms
and the use of these owside counsel 10 ensure
that while .the Fund -receives. the necessary
representation, that legal fees are co;ﬁfrdl_ief&

] Extcnswc work connnuf:d durmv 2@03 tc venfy'
“and process up-to-dafe’ exemptzon status for
providers that held a license to practice in
* Wisconsin but for which # current exemption or
certificate was not on file with the Fund.
" Providers that remdin’ in noncompliance are
referred to their respective licensing. boards for
enforcement action by that board. As of
December 31, 2603, 9,103 providers claimed an
exemption from the Fund. The various. basis for
the exemptions dre‘illustrated in the chart below:

' Patients Compensation Fund Exemptions
December 31, 2003

Temporarnly _
.| Ceasing _|Less Than
Retired! | Practice 1240 Hours
144% [ | 14% 25.2%
Federal | ~ "
Employee|™
45% -NotYet
"‘""""‘""“ oy
Practicing
16.1%
Practice Qut of l\
the State State, County,
24 6% or-Municipal
Employee
13.8%

68
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“iSearegaied Fuids, Patients Compensation Fund

Following are financial staten";e:mﬁwbtsfance sheetl and Hcome qlatememv for the Fund fc}r the fiscal yeas endmg
June 30 ?063 The flﬂures 5eperted are on an unaudited basm B : o

Patlents C mnpensatmn Fund
. Batanee Sheet T
June 3{)_, 2@63_, U_naa_d:t‘ed

Assels
Curreat Assets
SCasho o ; s S 1291293
State Invesinu.m Shawa 4,780,000
‘Short-term Investment Income Receiv, able 22346
Botd Investaient Income Recen ablc : “8,381.962
Shoriterminvestments™ YN0,802,247
 Assessments Recevable: S 146,292
Less “Allowance for Uncal%ecuble Accounis : {34
Prepaid-ftems - o i 6886
_Oifice Suppileb _ E 932
L OtherRecewab]as _ ' LS 20086 .
Total (‘urrentAssets C 25453703

: Neﬂcurrent Assets C
- -Long-term] Envestmenth {mar ket valuc) H41 986123

. .. Furniture & Equipment {net of deprecea;mn'} o 041
.Total Noncurrent Assets 541892164

Teta’i Asse!s S667.445.867

¢ CurreptLiabilities - S e
::Future Benefitsand Loss Lmhxlziw‘; = LiE
Short-term $ 74,375,000
Uneamed Assessments Levied 2831910
Provider Refunds Payable 191,974
i MedicaliMiediation Panels }?ayabie 28100
'_-"_:Generai&Admimstm;we Expense Payable"._-_ - TBG06)
Vouchers Pavable 60,178
Compensated Absences T RETS

iotai Current 1iahilities 77.550.713

z\ancurrent Liabilities ik :
800,026,833

.+ Liability for IBNR _
Liability for Reponed Losses 31,966,378
Liability for LAE. 41145941
Estimated Unpaid Loss Liabilities 873,139,152
Less: Amount Representing Interest

Discounted Loss Liabilitics

Liabilities for Future Medical Expenses 06093
Total Loss Liabilities 655 915,300
Contributions Being Held _Fan0 a0 o
Loss Liabilities and Contributions 636,315,300
Less: Short-terra Future Benefiis & e
L.oss Liabilities 74375060
Long-term Future Benefits & S
Loss Liabilities 381,940,300
Compensated Absences - Long-terim 12506
Total Noncurrent Liabilities 5819 1
Total Liabilities ) ! 9
Fund Equity 7.932.349

‘Fotal Liabilities and Fund Equity 3667445 267

21 §?§4 ZSS T

“Retained Earnings, End of Year

?atients Compenssfmn F und
T Statementof Income”
a "J:ame 30, 2003; Unaudited

()perat‘mg Revénues:”

- Assessments Levied (nerof meamed) o5 29.463,.735
nvestmentInceme - L 33823879
Unrealized gain {ad;ustmerzt fo markc% \;alue) 39,584,569
Change in Bond Premium (Discount) {906,335)

.- Assessment Inferest ncome .. 127.967
_Administrative Pee Incarne o . 43,632
Surchasg;e Income L D
Other Emomc ' i ' 80,523
'Totai Operatmg Rewnﬂes T 0ZERR40
Operatmc Expenses‘.._
Underwriting Expenses: - il
Net Losses Paid. . : 520,682,562
interest on Loss Payments 564,791
LAE Paid Ta225,816
Risk Mgt Exp 21,407
Medicai Expense Paid 643,498
Change i Liability for IBNR 31,303,936
Change in Liability for Reported Losses (3,454 9843
Change in Liability for LAE 6,295,721
Change in' Amount Representing Interest 21,680,594

Change in Liability for Future Med Expenses (27.731)
Total Underwriting Expenses 101,935,411

General and Adminiswative Expenses 943,873
Dcprcmatmn Expense. _ 5040
Total Operatmg Expenses 102,885,324 -«

;\’.et Operatmg Encome (Loss) (1,332,625}

.- Non-Operating Revenues and Expenses:

.. Loss on Disposal of Fixed Assets (4,378

- Met Gain(Loss}, 1,328,247

' ._;_Retamed Eammgs _

-Retzined Earnings, Begining of Period 6,604,102

Other Adjustmenis

§ 7932349









A series of issue mmmm‘ifkﬁam

the Congrmwmzf Budge: Oﬁ?ce .

Limiting Tort Liability for Medical Malpractice

The past few years have seen a sharp increase in premi-
ums for medical malpractice liability insurance, which
health care professionals buy to protect themselves from
the costs of being sued (see Figure 1 on page 2). On aver-
age, premiums forall ph}rswlans nataonw;de rose by 15
percent bctwcen 2000 and: Zﬁﬂzwneafly thce as fast as
“total health care spendmg per person, The i increases dur-'
ing 1 that penocf were even more dramatic for certain spe-
cialties: 22 percent for obstetricians/ gynecnfogxsts and 33
percent for internists and general surgeons. (For a defini-

tion of malpractice and other terms used in this brief, see

Box I on page 3).°

The available evidence suggests: that premiums have risen
both because insuranice companies have faced increased
costs to pay claims (from growth in malpractzce awards)
and because of feduced income from their investments:.

: --_and short- te:m facmrs in zhe msurance market Some’ nh—f- :

servers. feax that. fising maipmctice prcmmms will ‘cause
physicians to stop practicing medicine, thus reducing the
availabiiity of hea]th care in some parts. of thc country. .

To cnrb the growth of premiums, the Administration and
Members of Congress have proposed several types of e~ .
strictions on malpractice. awards. Bills introduced in the
House and Senate in 2003 would impose caps on awards
for noneconomic and punitive damages, reducc the stat-
ute of hmltanons on cla:ms, restrict atwmeys ff:es, and

1. The figure for all physicians coines from survey data from the
Centers for Medicare and Medicaid Services; the figures for vari-
ous specialties come from annual surveys conducted by Medical
Liability Menitor newsletter, Both sets of surveys collect data on
base rates charged by insurers and thus do nor veflect discounts or
additional charges applied to individual policies. Moteover, the
Iatter surveys do net incorporate the relative market shares of
insurers, so the averages are not weighted. (Note that most of the
rumbers 1eported in this jssue brief are for physicians; less infor-
mation is available for other types of health care provxders, but
trends appear to be similar for them.} '

allow evidence of any benefits that plaintiffs collect from

other sources {such as their insurance) to be admirted at
trial. Limits of one kind or another on liability for mal-
practice injuries, or “rorts,” are relatively commen at the

state level: more than 4{) states: bad at ieas: one rcsrnc:tmn _
s 'sne:f?ectmi&ﬂ()zz ERAEERRREE :

Ewdence from thc states mdicates that premlums fef mal-

practice insurance are lower when tort itabihzy is re-
stricted than they would be otherwnse But even large sav-
ings in premiums can have only a smaﬂ direct impact on
health care spendxngﬂprwate or govemmentaf—because
malpractice costs account for less than 2 percent of that .
spending.”? Advm:att:s or oppouents cite other possible ef-

- fects of Iimmng tort habxizty, such as re(fucmg the extent”

to which physicians practxc'e “defensive medicine” by con-

-...ducting excessive pmcedurcs, prevcntmg widespread
. ._prebiems of access to health care; ‘or cenvcrseiy, increas-
Looing medicai m;urzcs However, evxdence for those other

" effects is weak or inconclusive.

2. That number comes from the Congressional Budges Office’s
darabase of state baws on medical malpracrice torts, The database
includes information from the National Conference of State Leg-
istatures, the American Tort Reform Association, and the law firm
of McCullough, Gampbell, and Lane. For a discussion of whether
tort Hability issues are better addressed at the federal or the state
level, see Congressional Budget Office, 7he Ewngmtfs 0f US Tore
Liabilisy: A Prisner {October 2003).

3. The 2 percent figure is a CBO calculation based on data from
Tillinghast-Towers Perrin fan actuarial and management consult-
ing firm) and the Office of the Actua:y at the Cen{ers for Medi-
care and Medicaid Services.
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Flgare i

Trends in Premmms for Physicians’ Medical Malpractice Insurance, by Type of

Physician, 1993 to 2002

{Index, 1993 = 100}
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e T e T ' Gynecologists
90 » S '
Geperal Surgeons
] p— - e .i._ = . .' . : L : A e R
1993 - 1994 1995 . 1996 . .. . 1997 1998 1999 ' zoes a0 - 2002

Source: Congressional Budget Office hased on data from the Office of the Actuary at the Centers for Medicare and Medicaid Services {data for
gl phystctaas) and from annual ;Jrermum suweys ccnducted by Medfcal i.:ab;/:fy Momwmewsletter {daia for physu:lans hy

spec&aity)

The Goals and Pitfalls of Tort Liability
for Medical Malpractice

Issues surrounding the effects of the malpractice system
and of possible restrictions on it can be viewed as ques-
tions of economic efficiency (providing the maximum
possible net benefits to society) and equity (distributing
the benefits and costs fairly).

Fairness is ultimately in the'eye of the beholder. But the
common equity-related argumernt for ma!pracuce Liability
is that someone harmed by the actions of a physician or
other'médi(:'ai_'p_rdfes'sionai deserves to be compensated by
the injuring party.

The efficiency argument is that, in principle, liability (as
a supplement to government regulations, professional
oversight, and the desire of health care providers to main-
tain good reputations} gives providers an incentive to

control the incidence and costs of malpractice injuries. In

practice, however, the effect on efficiency depends on the
standards used to-distinguish medical negligence from
appropriate care and on the accuracy of malpractice judg-
ments and awards. If malpractice is judged inaccurately
or is not clearly defined, dc_)éto:rs may carry out excessive
tests and procedures to be able to cite as evidence that
they were not negligent. Likewise, if malpractice is de-
fined clearly but too broadly or if awards tend to be too
high, doctors may engage in defensive medicine, inefhi-
ciently restrict their practices, or retire. Conversely, if
docrors face less than the full costs of their negligence—
because they are insulated by liability insurance or be-
cause malpractice is unrecognized or undercompen-
sated—they may have too little incentive to avoid risky
practices. For all of those reasons, it is not clear whether
wrying to control malpractice by means of liability im-

proves economic efficiency or reduces it



LIMITING TORT LIABILTTY FOR MEDICAL MALPRACTICE: 3.

Box 1,._-

.: :Coliaterai-source beneﬁts Amounts tha: a piamm{f

. as the p]amtlff s own insurance.

bills or loss of iicome.

~able party'is mdwsdua]fy responszbie forthe entire
oi)hgauon. Under joint-and-several fiability, a plain-

- 1iff may choose to seek full damages fromall, some, -
or any one of the parties alleged 1o have commited
the.injury. In most cases, a defendant who. pays dam-
ages may seek-reimbursement from nonpaying par--
e, o .

Maipractlce ‘Failure of one render;ng profcssmnal
“services to'exercise that degree of skill and learning

Deﬁmtmns af Sﬁme Commor; Tort Terms
recovers from: SOUTCEs. mher xhan rhf: defcndant, such -

- Ecmmrmc damages Funds to CGmpensam a plaintiff
“for the monetary costs of an m;ury, such as med:cal :

Joint-and-several liability: 'Liabiiify in which each li-
" bat those arc typxcally dlscussecf separately

commonly applied under all the circumstances inthe
| community by the average prudent reputable mem- .
A4 _bcr f}f ths professmn Wlth the rfsuit of m}ury, 3055 of

damage to the recipient of those services or to those
entitled to rely upon them.”!

Negiigéhce:_A violation of a duty to meet an applica-
ble standard of care.

Noneconomic damages: Damages payable for items
other than monetary losses, such as pain and suffer-
ing. The term technically includes punitive damages,

Pumtwe damagcs Damages awarded in addltwn to "
compensatory (cconamac ;md nonewnomw} dam-.
ages 1o pumsh 2 defendant for w:ilful and wanton
conduct.

Statute of hm:tanons A starute spemfymg Ehe pew :
nod of time after the occurrence of an m}urywwor, in
some cases, after” the dlscc:very czf the injury orofits -1
causc——durmg which any suit must be filed. ]

- Bryan A, Gamner, ed., Black’s Law Dictionary, 6thed. {St
Pau! an Wes: Grrmp, 1999}, p 959 S

The costs of court-imposed awards and out-of-court set-
tlements for malpractice are reflected in the premiums
chargcd for maipracnce msurancm i these costs are mef»

ficiently high {or low), premmms will tend to be too, on

average. But premiums can also be a source of ineffici-
ency themselves. The amounts that physxcaans pay for’
maipracncc ceverage are gencraliy based on broad aggre-
gates, which reflect factors such as doctors’ medical spe-
cialties and locations but nf:giect relevant differences in
the quality of their services. Thus, even if premiums are
correct on average, they may be too high for the large
majority.of éhysicians and too low fora minority who are

less careful or competent.

Why Have Malpractice Premiums
Risen So Sharply?

Premiums for malpractice insurance are set so that over

time, insurers’ income from those premiums equals cheir

total costs (inchuding the cost of providing a competitive -
return to their investors) minus their income from invest-
ing any funds they. hold in reserye. In the short term,
however, ;Jrcmlums may be abovc ‘or below tbat equilib-
rium level, with profits ﬂucmatmg Of reserves msingor -,
falling as a result,

A full analysis of the reasons for the recent rise in premi-
ums is beyond the scope of this brief. But the avaifable ev-
idence suggests thar higher costs for insurers (pamcuiarly
from increases in the size of malpractice awards), lower
investment income; and short-term factors such as cycli-
cal patterns in the insurance market have all played major
e : . : : iZh

Increased Costs _

Payments of claims are the most significant costs that
malpractice insurers face, accounting for about two-thirds
of their total costs. The average payment for a malprac-
tice claim has risen fairly steadily since 1986, from
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Figure 2.

Average Insurance Payment for Closed
Malpractice Claims, 1986 to 2002

186 . 1990 1094 1998 2002
Source: Physician Insurers Aﬁsocia{iéﬂ of America.
Note: These averages exclude closed claims that did not result in
payments,

about $95,000 in thaé yéér to $320.{}00:in 2002 (see Fig-

ure 2), That mcrease Fepresents an annual growth rate of

nf:arly g percemm«mare :han twice the general raie Of
4

inflation.
Although the cost per successful claim has increased, the
rate of such clalms has remained relatively constant. Each
year, abour 15 malpractice claims are filed for every 100
physicians, and about 30 percent of those claims result in
an insurance payment.”

The other one-third of malpractice insurers’ costs com-
prise legal costs for pol'iﬁyheiders who are sued and un-
derwriting and administrative expenses. Those types of
costs have also increased. Like claims payments, legal-

4. Those figures ate based on data collected by the Physician Insurers
Association of America. Malpractice claims typically include a
component to compensate plaintiffs for additional medical costs
they incur because of their injuries, so one factor conuzibuting 1o
the growth in the average value of claims since 1986 has been
increases in health care spending—which, on a per-person basis,
has risen at an average rare of 6.9 percent a year during that
period.

5. Kenneth E. Thotpe, “The Medical Malpractice ‘Crisis’s Recent
Trends and the Impact of State Tort Reforms” (paper presented at
the Coundil on Health Care Economics and Policy conference,
“Medical Malpractice in Crisis: Health Care Policy Options,”
Washington, D.C., March 3, 2003); and CBO calculations based

on data from the Physician Insuress Association of America.

defense costs grew by about 8 percent annually during
the 1986-2002 period, from around $8,000 per claim to
mote than $27,000.% In addition, the many malpractice
insurers who buy reinsurance to protect themselves from
large losses have seen that part of their underwriting costs
rise significantly over the past decade. {Those increases
are not refared solely to medical malpractice but reflect a
general tightening of the reinsurance market in the wake
of such catastroph;c events as Hurricane Andrew in 1992,
the Northridge earthquake in 1994, and the terrorist at-
tacks of September 11 2001 )7

Reduced investment Income L
Insurers geraeraily base the malpractice premiurns r.hcy
charge in a given year on the future payments they expect
to make for claims filed in that year. On average, claims
are-sertled five years after the premiuwms for them were
collected, and the'income thar insurers earn from invest-
ing premium receipts in the meantime is an important
source of funds for thcm

Insurance companies’ investment yields have been lower
for the past few years, putting pressure on premiums to
make up the difference. According to the Genéral Ac-
coummg Office. (GAO) -annuali mvestment returns for
the nation’s 15 largest malpractice insurers dropped by an
average of 1.6 percentage points from 2000 to 2002—
enough to account for a 7.2 percent increase in premium
rates.® That figure corresponds to almost half of the 15
percent increase in rates estimated by the Centers for
Medicare and M_c%d_i_cai_d Services.

Short-Term Factors

Premium increases in recent years may also reflect tempo-
rary adjustments i in the reserve levels and profit rates of
insurance companies. Premiums rose sharply for a few
years in the late 1980s because of insurers’ expectations of

6. Claims that did niot lead to paymerts inctrreed average defense
costs of $22,000 in 2002, compared with $39,000 for claims that
did result in payments.

7. Fora discussion of the dynamics of the reinsurance markes, see
Congressional Budget Office, Federal Reinsuerance for Disasters
{Seprember 2002).

8. General Accounting Office, Medical Malpractice Tnsurance: Multi-
ple Factors Have Contributed to Increased Preminwm Rates, GAD-03-
702 (June 2003), p. 27.



future claims, which proved to be too high. The resuit - .

was an accumufanen of reserves, wh;ch were drawn down ¥

in the 19505 durmg a period of relative stability i in premi-
ums. Tf insurers’ current expectanons of future claims also

turn out to be too h:gh the same thmg could happen o

agaln

The recent increases may. aisa be F self hmmng response
to insurers’ low profits. In somie states, premiums have -
been significantly affected when major insurers have de--
cided ro withdraw from the; maipracticc market, ¢ither
Jocally or nataonally For exampie, inWest Vlrgmla and -

: -Nevada, the. St Paul Company had market sixams of43.

percentand. 367 pe{cent respecnvr:!y, when'it stopped e

newing policies in August 2001 and then- ie& the market
entirely.?: Sucha redm:uen in‘the supp}y of maipmcnce
insurance can’ help drive premiums up sharply in:the ..
short run. But those higher premiums:encourage other.
malpractice insurers-to expand their insurance offerings -
in thosc markets and thus tend to moderate furure price
increases (all other r_*_i_i_ﬂ_gs -b_s‘:ing ;.';q?%&i_)-s__

Potent;al Effects of Same Resmctmns
‘Under Conszderatmn o

1n theory, the kinds of limits on maipracuce hab}iat}? that i

are being considered in the ‘Congress’ could either en-

hance or detract from cconomic efficiency, depending on -

the current state ef the lzablhty syszem For example

n Capp;ng or at:herwme rc:smctmg awards for n0n¢c0~ -

nomic losses and punitive damages m;ght 1mpwve ef-

ficiency if such awards are now frequenﬂy arburafy or

excessive. It would do so iay rﬂducmg the extent to
which dlspropomcmate awards distort the Incentives
for providers to practice medicine safely Conversely;
that change might uﬂdcrmme incentives for safety and
reduce efficiency if current awards are generally appro—
pnate ' .

® Allowing evidence of benefits that patients receive
from collateral sotirces to be presented at trial might
improve efficiency if today. judges or juries sometimes

9. The St. Paul Company had been the largese or second-fargest
malpractice insurer in nine other states as well; see Thospe,
“The Medical Malpractice ‘Crisis.”

. idem:e for mdirect effects on efﬁmc -tk _
Cin’ defensxve medzcme, the ava:iabxhty of medacai care, or 5
t}:c extent Qf ma}pracncc——«m at besr amblguous h

LIMITING TORT LIABILTTY FOR MEDICAL MALPRACTICE

wrongly find health care providers negligent out of:
{perhaps. s'libcous;fious} ccﬁcﬁm that piéintiﬁ's would .
otherwise be in dire financial straits. Or again, it.
might reducc eff iciency 1 ifit enc:ﬂurageci carelessness by
provxécrs '

n Cappmg contmgent fecs {thoseset'by a plamtaff s
attorney asa percentage of any damages awarded 1o
the: pIamtsz) coufd.lmp_rqve efficiency by .reducmg

- nuisance suits. Conversely, sucha change could reduce
efticiency by making i harder for some patisnis with
]cgjtimatf: but dlfﬁcult ciajms 1o f nd iegal rcpmsenta-

‘tion.- ' LT

Evadence About the Effects of
Restricting Malpracﬁce Liabillty

Several studies have found that various types of rcstuz:—
tions on ma}practxcc habillty can mdeecf rcdm:e total
awa.rds and Lhereby lead o lower prem}ums for malprac«
tice xnsurancc By thf:mseivcs, howcvcr, such changes do
not affect economic efﬁcwncy they’ medxfy the dismbu— '
tion of gains and losses to mdlvniuafs and gmups bist do”
not create benefits or costs for society as a whale Thc: ev-

Effects on Malpractice'] Premiums’ = ER
In 1993 the Office of thhnoiogy Assessment lssaed are-”

port. summanzmg the firstwave of: smd;es on theiexperi- ~ ..~

ence of states that set I;mlts on: maipracucc Eiabihtv inthe
1970s and 19803 The report concluded that caps on
damage awards consxstent]y reduced the size of claims
and, in rurn, premium rates for malpracrice insurance.
Further, it found that Hmiting the use of joint-and-
several liability, requiring awards to beoffset by the value
of collateral-source beneﬁts, and reducmg starutes of lim-
itations forfi hng claims were also effec:twe in slowing the

growth of premiums, 10

M{)re-;ecc_:_l_t studies have reached similar conclusions, A
2003 study that examined state data from 1993 1o 2002
found that two restrictions—a cap on noneconomic

10. Office of Technology Assessment, fmp_a.cf af Leg;rl szfnm on Med-
ieal Malpractice Costs (Seprember 1993), p. 66.
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damages and a ban on punitive damages—would:to-
gether reduce premiums by more than one-third (all
other things bein'g equal).** And based ‘on its own re-
search ‘on' the effects of tort restrictions, the Congrés-
sional Budget Office {CBO) estimated that the provisions
of the Help Efficient, Accessible, Low-cost, Timely .
Healthcare (HEALTH) Act of 2003 (FLR. 5) would
lower. premiums nationwide by an average of 25 percent
to 30 percent from the levels likely to occur under current
law. {The savings in each state would depend in part on
the 1 restnctlons already m effect there 3 '

Savmgs of that magmtude wou d not have a s;gmﬁcam
impact on totai hcalth care costs, however. Maipracucc
costs amounted 10 an estimated $24 billion in 2002, but
that figure represents less than 2 percent of overall hc:alth
care spendmg ZThus, even a reducuon of 25 percent 0
30 percent in malpracncc costs woufci iower health care
costs by only abeut. 0.4 percent to 0. 5 percent, and thc '
likely. effcct on hea!th insurance prcmaums would be
comparably small = .

Eﬂ'ects on Defenswe Med;cme _

Pwpfment:s of hml,tmg malp:acuce habihty have argued
" that much { greater savmgs in health care costs would be
possible through reductions in the practice of defensive
medicine. However, some so-called defensive medicine
may be. moiix}_ata_ch_ less by Lability concerns than by the
incon:l_c.it.gcncrates.:for physicians or by t_he'positive: {al-.
beit srall) benefits 'tO'paticnts.-On the basis of existing

11. Thorpe, “The Medical Malpracrice ‘Crisis.”

12. ULS. health care spending totaled abour $1.4 rrillion in 2002
{excluding spending on public health and capital improvements),
according to data from the Office of the Actuary at the Centers for
Medicare and Medicaid Services.

13. Moreover, one of the restrictions in FL.R, 5-~changing the rules
for collateral-soutce benefits—would in some cases merely shift
costs from malpractice insurers ro providers of sich collateral ben-
efits fwho in most cases are health insurers) rather than reduce
costs overall. As a resul, the total dollar inpact on health insur-
ance premiums would be smaller than the impact on malpractice
premiums. Conversely, the tozal benefit to the federal Treasury
would be larger than the savings in federal spending on health
care, because tax revenues would tncrease to the extent thar em-
pioyers passed on part of their savings in health insurance premi-
ums to their workers in the form of higher 1axable wages.

studies and its own research, CBO believes thar savings™
from reducing defensive medicine would bé very small.

A comprehensive study using 1984 data from the state of
New York did nor find a strong reiationship berween the
threat o_f livigation and medical costs, even though physi-
cians reported that their practices had been affecred by
the threat of lawsuits:}4 More recently, some researchers
observed reductions in health care spending correlated
with changes in tort law, but their studies were based on 2
narrow part'of the population and considered spending
for only a few ailments. One study analyzed the impact of
tort limits on Medicare hospital spending for patients
who had been hospitalized for acute myocardial infarc-:
tion or ischemic heart disease; it observed a significant
decline in spending in states that bad enacted certain torr -
restrictions.!® Other research examined the effect of tort
limits on the proportion of births by cesarean section, It -
also found savings in states with tort limits, though of a

much smaller magn itude, 16

However, when CBO applied the methods ised in the
study of Medicare patients hospitalized for two types of

heart disease to/a broader ser of ailmenss, it fotind no-evi-
dence that restrictions on tort hab:iuty reduce: medxcai

"'spendmg Mmeaver, using a ‘different setof data, CBO

found no statistically significant difference in per capita

14. Harvard Medical Practice Study, Patrenss, Doctors, and Lawyers:
Medical Infury, Malpractice Litigation, and Patient Compensation in
“New ¥erk (Boston: Harvard University School of Public Flealeh,
1990}, Chaprer 10, pp. 2-3.

15. Daniel Kessler and Mark McCEeHan, “Do Doctors Practice Defcn—
sive Mcdlcme’” Quarterly Journal of Economics {May 1996}, pp.
3%3-390. Specifically, the study dstimased that stares with any of
four restrictions {caps on neneconemic or total damages, prohibi-
tions on punitive damages; no autorratic addition of prejudgment
interest, and offsers for coliateral-source benefits) iowered spendm
ing for inpatient care by between 5 petcent and 9 percent in the
year following the patients’ initial admissien for either diagnosis,
However, the study also found thar a second sex of tort restrictions
{caps on contingent fees for phaintiff’ attomeys, deferred payment
of some or all damages, restrictions on joint-and-several liability,
and public compensation funds for patients} tended to increase
spending by between roughly 2 percent and 3 percent, ar least in
the short run. Those results were unexplained.

16. Lisa Dubay, Robert Kaestner, and Timothy Waidmann, “The
Ernpact of Malpractice Fears on Cesarean Section Rates,” Jowrnal
aof Health Eronomics, vol, 18 {August 1999), pp. 518-519. Esti-

mated cost savings were 0.27 percent



health care spending between states with and without
limits on malpractice torts. Still, the question of whether
such limits reduce spending rernains open, and CBO
continues to explore it using other research methods.

Effects on the Availability of Physicians’ Services
Some observers argue that high malpractice premiums are
caﬁsing p_hysi_c_ians to restrict their practices or retire,
leading to a crisis in the availability of certain health care
services in a growing number of areas. GAO investigated
the situations in five states with reported access problems
and found leEd evidence. On the one hand GAQ con-
firmed instances of reduced | access to emergency surgery
and newbom dehver}g albeir “in scattered often rural,
areas where providers identified other iong—standmg fac-
tors that affect the availability of services.” On the other
hand, it found that many reported reductions in supply
by health care providers could not be substantiated or
“did not widely affect.access to health care.”

Effects on Malpractfce

Defenders of cusrent tort Iaw sometimes argue that re-

strictions on malpractice liability could undermine the

deterrent effect of such liability and thus lead to higher

- ratés of mcdaca.i"

' the current fore system provides. effective i incentives to -
controf such injuries. One reason for doubt is that health

care providers are generally not exposed to the financial
cost of their own malpractice 2 risk because they carry liz-
bdlty insurance; and the premiums for that insurance do
not reflect the records or practice styles of individual pro-
viders but_mere«—generai factors such as location and med-
ical spcciéity.is Second, evidence stiggcsts that very few

17. General Accounting Office, Medical Malpractice: Implicarions of
Rising Premiums on Access to Flealth Care, GAO-03-836 (August
2003}, unnumbered summary page (“What GAO Found™} and
p. 5. GAQ's study also included a comparison group of four stares
without reported access problems.

juncs Howewr, it is not ohvmus that

LIMITING TORT LIABILITY FOR MEDICAL MALPRACTICE

medical injuries ever become the subject of a tort claim.
The 1984 New York scudy estimated that 27,179 cases of
medical negligence occurred in hospitals throughout the
state that year, but only 415—or 1.5 percent—-led to

claims.!?

In short, the evidence available to date does not make a
strong case that restricting malpractice liability would
have a significant effect, cither positive or negative, on
economic efficiency. Thus, choices about specific propos-
als may hinge more on their implications for equity-—in
particular, on their ¢ffects on health care providers, pa-
tients m;ured through maipracnce, and users of the
hcalrh care: systf:m in gcneral '

Related CBO Publications: The Economics of {75,
Tort Liability: A Primer (Ocrober 2003) and Cost
Estimate for H.R. 5, the Help Efficient, Accessible,
Leow-cost, Timely Healthcare (HEALTH) Acr 0f 2003}
{March 10, 2003}, available at www.cho.gov.

This policy brief was prepared by Perry Beider of
CBO's Microeconomic and Financial Studies Divi-
sion and Stuart Hagen of CBO 5 Health a_nd Human
.'R«:sources Dmsxon ' '

18. However, providers incur other financial and psychic costs {in
time, loss of reputation, and so on} when they are sued for mal-
practice. Moreover, in some cases, they lose their insurance cover-
age,__' S

19. A. Russell Localio and othiers, “Relation Between Malpractice
Claims and Adverse Events Due to Negligence,” New England
Journal of Medicine, vol. 323, no. 4 (July 25, 1991}, pp. 245-251.
Many acts of negligenice are undoubtedly wo miner to justify fil-
ing a tort claim. But the 27,179 estimared cases of negligence in
1984 included 5,396 with strong evidence that the negligence
coneributed ro patient disabilities of six months or more—-and the
estimated 415 claims actually filed carsespond to just 7.7 percent
of that smaller number of cases.
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TRENDS

The Medlca! Malpract!ce ‘Cns:s" Recent Trends'_
And The lmpact Of State Tort Reforms |

Do recent events const tute a crisis or mereiy the workmgs of tha -
msurance cycle'? o -

hy Kenneth E Thorpe

A8$TRAC’!‘. By many accounts, the Umted States is m the msdst of s, zh:rd med!ca! ‘mal-

' prac’ace cmns " Physuc;ans n. severai states are facmg high and ﬂsmg prem;ums The larg-:

est nailonai medscal ma!practxce carner and same Iarge multrstate physmxan»backed ilabn—'
ity. faa’ms have recent&y feft the market. R;Smg prem:ums are traced iargeiy to mcreases in’
claims seventy Cappmg matpractzce payments has heen advanced as one approach o
stow:ng the' gmwth m premaums This ‘analysis fmds that premaums in states that cap
awards are 171 percent Eow&r than in states that don’t cap: Ati issue, however, is whether

these stopgap salutlons promote the goais of the X S llabmty system

' ¥ MANY ACCOUNTS theUmted States'
. is in the midst of its third “crisis” in

medxcal maipracuce The mechcal ‘mal-

practice “crises” in the mid-1970s and 19805
.. occurred: dunng times of. 1apid gmvvth inin-
.. surance premiums. In the 1970s tising claims
frequency and severity resulted in the exit'of
many maipraetlce carriers. Some for»pro{n: -
ability carriers were repiaced by a new wavé
of physmlan “owned’ ‘malpractice companies. -

Medical Tiability | premiums increased sharply
again during the 1980s, leading several states
to adopt reforms designed to limit malprac-
tice insurers’ costs. Tndeed, the events of the
1980s led to proposals for broader, more fun-
damental reforms of the hiability system,
Both rising premiums and a reduction in
the number of firms offering coverage charac-
terize the most récént medical malpractice cri-
sis. Depending on the specialty and state, the
median increase in malpractice premiunms
ranged from 15 to 30 percent. Rate increases in

'oihﬁ:r sstates;-such as: Pennsylvama r;mged.

from: 26 to 73 ‘percent in 2003.2 The St:: Pauil
Companies; the Jargest insurer throughout
most-of the:1990s, stopped.writing policies

during 2002, Other'large, regional carriers.

have alsoexited the: market. Overall, these i in:
surers accounted for neasly 14 percent of the’
national matket priot:to-the crisis? In several
states facing the most acute crises, carriers ex--
iting the market accounted for a substantial
{up 1040 percent) share of premiums written.

While premiums haveé risen’ ‘sharply over

" the past three years, there is much variation

across states. The premium-spikes have re-:
sulted in physician strikes in West Virginia,
wortk-slowdowns in New Jersey, and some
temporary closings of hospital services (such
as trauma care at the University of Nevada
Medical Center). Physicians in other states,
such as Connecticut, are staging rallies at their
state capitol, demanding “tort” reform. A re-
cent analysis by the American Medical Associ-

Ken Thotpe (kthorpe@sphemory.edu} is the Robert W Woodruff Professor and chair of the Department of Health
Policy and Management, Rollins School of Public Health, Emory University, in Atlanta, Georgia
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ation {AMA) reports that twelve states face
crises in their medical Hability systems, with
problem signs appearing in another this*ty
However, there does not appear to be a crisis in
the ‘remaining states; as- growth in fnsurance -
premiums has been low.. ..

The spike in prem:mms has created much
tension within the physmlan community.
Prospects for federal tort reform Himiting pay-
ments from malpractice’ suits have been im-
proved by suppoit from Pfeéident George W.
Bush and a lobbying campaign by the AMA.
The House of Representatives recently passed
the ‘Help Efficient;: Accessible, Low-Cost.’

(HR.3), which’ would limit payments from .
_'maipractice claims, However; stmilar Eegisla'_ k
tion has not passed in'the Senate. -
The ‘crux of the debate f{)cuses on the un:
derlyibg causes'of the most recent rise in pre-
miums. Providers point toatise injury awards
and rising costs of defendmg malpractice
claims (rising severity). They also highlight the
‘role: that ‘contingency fees paid w0 attorneys:
play in creating in¢entives for *frivolons” suits. .
Some conswmer groups, however, bﬁhﬁ"i’e that
r:smg rates can be traced toJower returns.on:
investments: received by the: medical malprae

Such disagreements. have led to a-contentious

debate over what, il any, changes should oCCur

inmedical malpractice liabiliry law: This paper -
exatnines recent. trends in-the medical mal-
. practice’ mdasi::y and estimates the impact

that: tort reiorms cmsid have on prenuums

& 'and 1 vestment

‘tice carriers and a downtirn in the economy, overall profitability.

‘Trends In Key Medical Malpractice

Prem;ums And Finangial Ratlos
The past four years have seen rising medical

- malpracrice premiums, declining profirs;and a

reduction in the number of liability carriers of-

- fering insurance (Exhibir1). According to data

collected by the National Association of Insur-
ance Cemmlssmners ANAIC); total medical
malpractice premiums earned (those retained
by malpractice insurance camers) intreased
by 23 percentin 2002, _

These averages mask vanatmn in the

growth in preamums across states. Premivm
Timely Healthcare (HEALTH) Act of 2003 increases in several states, including Florida

: i (miore than'a 50° percent premium increase for
s mtermszs) and Ohio {mﬁre than 2 60 percent

premium :increase for some: mtennsts) were'

substantial: However, other states such as Cal-.

ifornia saw very small premium increases.

The oSt 1mportant drivers of recent ratg.
mcreases are (1) severity (awards Sﬁttiements

and defense and” achmmstratave costs} fre-

changes in mvgstment income. Tn’ combmar
tion, these factors largely de:;eme expenses
and, When compared ‘with premmms earned
D come, are anti 'chcauon of _

One ‘widely used proflt Imeasure is the iess o
I:am{) (awards settlements, and defense costs
as a percentage of premmm) Exhibit 2 pre-
sents data concerning the combined loss ratio,
a bxoader measure that also mc:ludas d;wdends
paid to policyholders and corporate income

EXHIB!T:!. : - ' ' ' - '

"!‘rends In Me(ilcai Maipracﬂce Preminms, As Percentage Change, 1998*2002
__Premit_:ms o . OB»GYN lnternai mediclne General surgery

Year earned {%} premiums {%} . .premiums (%} _premit_lms {%)

1998 =X 03 ~2.9 1.0

1999 39 S2A 5.1 11

2000 . 53 - 48 73 T0 -

2001 4.1 10.3 9.9 12.0

2002 23.2 14.2 20.0 21.9

SOURCES: Premiums eamed: Natlonal Assoclation of Insurence Commissioners dats; and premium increases for physiclan
speciattios: tabulations from the Meéscal Llabtéfty Monitsr, :) Oateber 2(}02

NOTE: OB/GYN is obstetrician/gynecologist,

HEALTH AFFAIRS - Web Exelusive
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EXHIBIT 2

Tremds In Medical Malpa'actice Financial Ratlos, 1995-2002

S : : Investment

: Broad combined - Loss ratic® *insurance: Net
Year ratio®{%) - . . ... %) ratio” {%} income® (%}
iges 0 Tize T - Tes 48 23
1996 124 0 v 44 ) S0
1947 24 s . FREAI= 5 § 45 21
1998 Cooo1ze a2 43 : 17
1999 122 . 91 34 . 12
2000 Co129 103 33 4
2001 141 : 113 31 10
2002 - 129 R IRt & 5 O s : -11

SOERCES. Senate Commmee on Heanh Education Labur and Pensmns hearing, 11 February 20{)3 aﬂd Tﬂlmghast -Towers - '
Parin tabuiations using the Mational Association of Insurance Commnssioners f‘;iings of Physician lnswers Assomaﬂon of

Ametica {PIAA) comgpanies for 2002,

*Awards, settiements, and defanse costs plus: dw;c!ends admm;st:aﬂve costs, and corporate income :axes a8 percentage of

pramium. _' =

* Awards, settlements and defense cests a5 percentage of premtum

“As @ percen{age of premmms

E:axes as well as mvestment income as a share
of premium. Net income is the difference be-
tween the broad: combmed Fazio, :mci invest-.
ment income’

Several :mportant trends appear in, these
data First, the broad combmed ratio, which

measures claims payments, rescryes for poten- - -
- tial future awards settlements, and: defense

and administrative’ ‘costs as a percentage of
earned premiums, has risen since 1999, Thus,
by, 2002 every premium dollar collected re-
sulted in $1.29 in rotal expenses, awards, and
settlements. Hasmnc:aﬂy, malpracnce carriers
have offset these ‘underwriting | losses’ wzth..
carnings from investment income. Startmg in .
1995, investments as a share of preminms def
creased sharply, falling thirty percentage
points by 2002, All combined, these trends re-
duced carriers” overall net after-tax income
from 23 percent ro -1 percent by 2002,

What Accounts For The
Deterioratiug Financial Condition
of Ma!practlce Carriers‘?

Several factors likely account for mecilcai
malpractice carriers’ deteriorating, financial
condition ® Atissue is whether the most recent
trends reflect the rraditional underwriting cy-

cle that will eventually regress to mean profits
in the industry, or a permanent upward.in-
crease in average losses and premiums, Factors
influencing these trends include the following.

M Traditional Insurance cycle trends.
Alr_hough all lines of insurance have under-
writing. {:ycies the med;cal maipxac:nce Ay

" ket experiences. wzcier swings in prefztabﬁty
‘Malpractice’ clalms face a long lag from the

tite an event oceurs and 2 claim is filed to. the
actual payout date. Premiums established in a
given year are designed to cover the claims and

-de:fense costs associated with clalms filed dur-

ing the same year. However, it may take sew:ml
years before claims and premiums can be rec-
onciled to a given year, which adds much un-
certainty in setting premiums. Unpublished
data from one large carrier revealed that nearly
70 percent of claims were paid within five
years of being filed. However, neatly 12 percent
took at least eight years to resolve.

Firms' policies for setting aside reserves
also influence calendar-year profits” Reserves
arg treated as an expense and, other things
constant, reduce profits. During the early
1990s actual claims payments turned out to be
lower than projected, and reserves set aside to
pay furure claims were too high® Over tme,

W4-22
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loss reserves were reduced (thus reducing ex-

penses), resulting in rising profits (Jower loss -

ratios) during the early 1990s. The comhina-
tion of relatively high investment returns and
overreserving in: the early and mid-1990s re-
sulted in rising prolits that encouraged some
firms to hold the line on rates. With declining
profits and a projected rise in costs, medical
malpractice companies have increased their re-
serves by drawing down surplus, resulting in
lower profits (higher loss ratios).

B High investment returns, The net in-
vestment yield for malpractice firms increased
to niearly 8 percent by 1998 and has since de-

‘clined to approximately 6. percent.® The
growth in returns produced a high investment -

income ratio through 1998 but has decreased

since then. Higher investment returns offser

the need 1o raise premiums. A one-percentage-
point increase in expecred returns is associ-
ated with a reduction in premmms of WO to
four percentage points.

‘W Rising severity. Median m'aipractice
awards (including Both jury-awards and set-
rlements) per paid claim have doubled in‘real
terms between 1990 and 2001 % The data indi-

cate that severity has increased approxxmateiy.
9 percent per yeat since 1990 {odmr esnmates_

trackmg the market are’
stance, data in National Practmoner Data
Bank annual reports). Several factors may ac-
count for the rise in"severity. {I) Rlsmg eco-

nomic costs (future medical expenses, lost -
wages) appeat to be tising shghtly faster than '
overall indemnity payments (the sum of tion
ecopomic and economic awards) (2} Severity

of injury per paid ¢laim 1 also rising, (3) The
share “of million-dollar awards is also” rising,
The Tise in payments over time is pamcuiaﬁy
high among cases with grave permanent in-
jury. The Physician Insurers Association of
American (PLIAA) reports that nearly 8 percent
of all awards now exceed $1 million-~doitble
the share j‘usi five years ago® Data from 1llincis
reveal that average indeémnity of paid claims
for an adulr with grave permanent injuries has
risen from $960,100 (during 1990-1994) to
nearly $1.6 million (1995-1999).%

(4) Defense and administrative costs are

also rising. Data from PIAA and severalsstare

insurance departments (such as Ohio and T

nois) show a sharp rise in defense and admin-
istrative costs per paid claim. Defense costs

‘have greatly increased in‘the most severe cases

(majorand grave permanent injury).

M Rrising costs of reinsurance. The ns&
in claims severity flows rhrough to the reinsur-
ance market. Rising severity;coupled with the
events of 11 September 2001, has led reinsurers
to add to their reserves and increase reinsur-
ance fates to medical malpractice companies.

B Reduced capacity The strncture of the

: _msurance ‘market has ‘changed dramatically in
“some of the states facmg the sharpest rise in

premiums (such as;Nevada,. West: Virginia,

* Penmisylvania, and Ohio). Several years of un-

derwriting losses led the St. Paul Companes,
one of the largest national carriers, To increase
its reserves by $600 million in 2001 alone. Tt
was the largest carrier in several states that are
now facing sharp increases in medical malprac-
tice premiums? For example, it was the sec-
ond-Jargest insurer in Nevada by 1996, account-
ing for 32 percent of all written premiums’®

In addition to The St. Padl, several physi-
cian-owned ‘companies—maost: notably,

- PHICO (in Pennsylvaniay and PIE Mutual (in .
; r_Ohm)wexpancIed their medical mslpracuce o

business outside their state o§ dom:icﬁe In vir-
tually every case, these companies generated.
large operating losses outside ‘their home
states. By 1596 PHICO wrote mechcal mal-’
practice polices in twenty states, ‘while PIE
Murual entered about a dozen states. PIE Mu-

‘tal had the largest market share——neaﬂy a

third of premiums written in West Virginia in
1996 alone. However, it was declared insclvent
in 1998 and teased operations. The Common-
wealth of Pennsylvania declared PHICO insol-
vent in 2002. As a result, nearly a third of the
physicians in West Virginia changed carriers.
The St. Paul largely filled the void in West Vir-
ginia between 1996 and 2001 However, by
2001 it ceased writing new busmess “again’
placing West Virginia's physicidns in a'precari-
ous position locking for new medical malprac-
ticé insurance coverage. The St Paul an-
nounced in December 2001 that i would exit
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the medical malpractice market altogether.”
The company’s exit Jeft-more than 36 percent
of Nevada's physicians Eookmg for new cover-
age. More than a third of Ohics physicians
have changf:d kablhz:y {:ame:rs over the past
five years as well® :
These recent changaas in ma:ker strucmm
have  strained the unéﬁmntzng capacity of
medical malpracmce _companies in several
states. Neatly 15 percent of the entire medical
malpractice book of busmess natlenally
{highly ‘concentrated: in "sev- -
eral-srates) has switched, or -

Is This A Crisis, Or Simply The . .
Workings Of The Insurance Cycle?-
Certamly w0 the physm}ans facing ‘40-60
percent increases in their | pre!mums the re-
cent spike'in prémiums is a crisis) With re-
spect to the bioader functioning'of the ‘market,

_however, thejury is out. Rising claims costs

may’ ‘reflect a'tise in underlying negligence. If
true; the system ‘may be’ functioning ‘as de-
signed, and the spike in premiurs may pro-
vide scronger incentives for physicians to im-
. prove ‘the quality ‘of care

attefnpred to switch, mal- | ':‘?‘Q?“‘*‘"*W’- the provided (the deterrence
préctic‘é -.ccmpéﬁ'ifeé’éi‘n'cé 1 physlciéns fa"ci!"ég" - -_'funct;can of ‘medical hablht:y
1998. Tha'iséﬁé hcre .(::U'ns:ams. 40-60 percent . : :-an) On the ‘othér hand, we

liability companies"ability to

write the new businéss. The |

remaining companies ate

drawing dowa surplus and .
increasing . reserves in antici-.

increases in their
premiums, the recent.
' spike in premlums is:-
-acrisis.”

“ may be: ebservmg a peﬁrma»
1" nent rise in’claims payments:

and costs’ tnrelated to trends
in physac;an negligence. At is-
sue is the extent to which the

“underlying factors generating

pation of rising claims. pay-
ments. At -the: same time, Ehe entire St. Paul
beok. of business. is. seeking, new..coverage.

Thus, an emerging issué.is how. .much new.

business the remaining carriers can under-
write. Regulators and rating agencies {such as
A:M::Best) use metrics: such as the ‘pre-

maum»t;c’surplus (PS} ratio for gmdance e

garding underwriting capacity, with PS ratios

less than 1 preferred. In some cases, the PS ra-.

tios have been rising sharply, rising concerns
about the (shortrun) capacity of the remain-
mg carriers to absorh the new business. .

W Rising frequency. While the numher of :

claims per physician rose sharply between
1956 and 1990 (from 1.5 claims per 100 co?ered
physicians in 1956 to approximately 13 per 100
in 1990, as reperted by The St. Paul); the trends
appear relatively flat nationally over the past
couple of years. In some states (such as Mis-
souri) reported freguency. has. declined 1
However, other states have reported a rise in
frequency, particularly states with caps on
noneconomic damages and no process for dis-

couraging claims frequency (such as an affida--

vit or certificare of merity—for instance, Loui-
siana reports approximately thirty-one claims
per physician, double the national average ®

higher premiums are follow-
ing'a traciltional cyclical insurance pattérn, or
wheither & strictural’ ch;mge: has {Jacurred in
severity and fréguency. ¥

“The 2000 “crisis” does dz.f%er in several key

respects from earlier ones. The substantial dis-
. ruption in market supply-in scveral states—
eraced 1o a handful of multlstar;e ;:hysman» '

backed firms and the ¢ experiente of The St.
Paul-~are ‘mew and, it is hoped, transitory
events. I appears that a substantial share of
the multistate, phys;c;anzawned companies

have rafo{:used their: affe{:z:s ontheic state of

domicile. With The St. Paul now éut of the
market, both trends should ‘eventually bring
some stability into states that have been ad-

versely affected. Thus; thesé substantial dis-

ruptions may not signal long-term structyral
problems of competition or capacity.

“Second, many physicians also feel squeezed
by tising mstirance prenitums and declining
Medicare reimbursement.’ Indeed; the rise in
premimms has occarred just as Medicare pay-
MEnts 1o p?xymcmns decreased 54 percent in
20035

With respect to bmacier structural changes,
data from PIAA {along with some selected state
dara) reveal a Jong-term Tise in claims severity.
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In Uiinois, for  example; million:dollar awards
accotnted for 4 percent of alliclatims and nearly
42 percent of all indemnity payments berween
1985 and 1989, By.1995-1999, 12 percent of all
claims exceeded a million dollars, accounting
for 52 percent of all indemnity payments,?
The PIAA data show, a similar long-term
trend. During 1990, 1.5 percent of all paid
clapms exceeded a mslhan dollars. By 2001 the
percentage had risen o 8 percent.®

Policy Options For Addreﬁsmg
Med:ca! Malpfactlce T
 The goals of the Hability system ate o pI‘O’

v:de imanczal mceﬁmes 10.deter substandard :

medical care and to compensare those injured

by such care; There “is ‘some emience that the
current system. perferms “poorly on both™
counts.?! First, program administration—de:::

fense and nndarwmmg costs—accounts for
approximately 60 | PEICent ¢ of rotal malpractice
costs, and only 50 percent of total malpractice
costs are returned to patients.” These costs

are high even:when compared v with other tort-
based systems, such as automobile litigation or.

an“piane crashes; that determine. fault and
compensate victims.*® Moreover, most. pa-

. viénts that receive. neghgent: ¢ae never receive.
- any-compensation. The Harvard Medical Prac-. -
tice Study found that only one malpractice

claim was filed for every eight negligent medi-

cal m;unes” Second, detetring. substandard.

medical .care is a major rationale for using a
tort»hzf.bxhty system for medical maipractlae #
There is 2 considerable thepretical literature
examining the potential of a tort-based system

for optimally promoting safety? Several em-

pirical studies have .also been conducted to

evaluare whether the tort system deters medi-

cal errors. Overall, the literature is mixed ®
The recent spike in premiums has _remwed

state and national interest. in limiting claims.

payments. Several states.adopted such Hmits
in zesponse to the spike in premimms in the
19705 and 1980s. More recent interest has been
expressed by President Bush, the AMA, and
others, in the form of supporting federal legis-
lation capping.award payments and reducing
“frivolous” claims.¥ Congressional Democrars

have advanced their own approach;, aimed at
curbing ah exemption from antitrust laws pro-
vided under the McCarran-Ferguson Act. A
key issue in the debare'is whether state tort re-
forms slowed the growth in premiums and im:
proved malpractice insurance firms’ profitabil-

ity. To address this question, the final & section
examines the impact of existing state ‘Tort re-
forms - on malpractice premmms and profits
through 200132

_ Impact of Yradztional Tort Reforms-

Using new data from the NAIC, Iexammed

_trends in premiums earned and’ loss ratios, by
“state, for 198520019  estimated two versions
" of th
" earnied premitmms ‘as the dependent variable,
“with total nonfederal physiciansasan‘explan-
.atory variable. The second model entered
.earned premiums divided by nonféderal physi--
 cians as the dependent variable. The key'ex-
" planatory varizbles itsed in the regression are.

;i;rennum model. ‘The first entered total

the 'state tort reforms and other factors {out-

lined ‘below) influencing claims: payments;

clajms frequency, and insurer costs: Talso ex-
amined the impact of competition on- premi :
ums and profitability over time. -

* M State tort reforms. Damage caps. Dam_-

“ ages in medical malprac:uce cages fali into

three ‘gerieral categories: noncconomic dam-
ages (pain, suffering; anguish), economic: dam-
ages (lost wages and 1nedical care expenses),
and punitive damages; if conduct is viewed as
malicious orin reckless disregard of plaintiffs’
ngilts (these are rareiy marded) Omly five
states cap both economic ‘aiid noneconomic

. damages, so 1 combined states that cap non-

econornic damages or both noneconomic and
economiic damages into a composite “award
cap™ measure {twenty-four states by 2001).
The empirical analysis was designed to assess
the impact that award caps and-caps on puni-
tive damages; of not allowing punitive dam-
ages, have on profits and premivims. '
Joint and several liakility. Joint and several fia-
bility is the ability to collect the entire award
from any liable defendant, independent of the
degree of fault. This allows the plaintifi to col-
lect from the group, or any mdividual provider,
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the entire amount of the award. Tort reforms
have limited this so that the defendant is not
liable for more than his or her degree of fauit )
and is not jointly liable with any. other person.
for damages astributed to them. i

- Statutory caps on Atorneys’ fess Att:omcys m'
malpractice cases are generally paid a percent-:
age . of the award received by the. plaintff.
”fhese reforms timit the contingency fees attor-
neys may receive, winch reduce the f}nanual
incentives io file a claim,

Collateral offset rule.. Hns ruie states thaz a
plaintiff could recover the full amount of t:he )
~-reward even 1f the pla.muff recewed money -
 from other sources stch as health insurance or.

‘worker's compensation. ‘Some states have:.:
indicate that tba caps on awards adcapted by

'adopteé mandatory and- dxscremonary offsets
that reduce the. award by the amount’ the.
plamt;ﬂ will receive from other sources, while

other states, allow. the information on’collat’
“séts other tort reforms were 1ot associated
“with lower premiums, or improved profits,

eral sources tobe éntered as evidence before dn
award amount is determmecl { use two mea-
sues in.the analysis—one indicating whether,
the state had a:mandatory offset for. collateral
sources, and:a second for states that perrmt an .
offset for-collateral sources.
.In addition to state tort Iefcums the analy»«:__
sis included ‘other factors found by previous -

" research to influence ] premiums and profits

These include factors affecting the frequency -
of clznn:;s mcludmg attorneys per. capita, per-
centage of population in an urban area, unem-
ployment rate, and the number.of welfare Te-
cipients. per: 100; {)DO populamen Factors.
affecung the se‘veﬁty of awards such as surgi-

cal procechures performed per 100,000 popuia-
tion and per capita income, were also included.
Finally, 1 examined the impact of comperition
on preminms and.profits using the
Hirschman- Herfindahl Index (HHI).».

The final data sev included all: flfl:y states
and the District of Columbia (cmss'sectionai)
OVEL SCVERLEEn YEArs {time series), Using both

 random and fixed-effects models, T regressed

the (log) loss ratio and earned premivms on
state dummies indicating whether the state
had adopzed each reform, and if so in what

§ year % The key results are jpmsemed in Exhibit

3. The odel was estimated using b both fzxcdr

“and randum»effact,s m@dels E

.M Empirical results, The £mpir1ca} results '

sevcra} states were associared Wlth lower loss -

'ratms and lower premiums (Exhibit 3). How-

ever, ther than states with discretionary off-

Loss ratios in states capping awards were 117

percent lower than i states without caps® In.

addition, loss ratios were 13.3 percent lower in

. states with ézscre:txonary collateral oifsets-
Loss ratios were. 25 percent Jower.in: sgates
that adopt:e:d both reforms: The impact of

states with mandatory, offsets on loss ratios
was hiot szgmﬁcanﬂy different from Zero;.
_Premiums in states with 2 cap on- awards
were 171 percent lower than in states without
such caps. When using earned premium per

: physman as the dependent variable; the caps
were, assmiatt‘d w1th a 12 p{:rcent redur:tmn in -

EXHIBIT3

impact Of State Medieai Maipractice Tort Reforms. On Loss Ratios And Premiums,

Relative To No Tort Reforms

- 'No punitive

T Mandatery :
Performance I ... damageor collateral Discretionary Attorney
measure. Awards caps punitive cap  offsetrule . coliateral offset. fee caps
L0ss ratio . =13.7%Ap = .08) NS NS ~13.3%{p<.A10 NS
Total earned premium . -17.1% (p<.06) NS NS NS : NS
Earned premium’ ’ R
per physician ~-12.7%{p<.08) NS NS NS NS

SOURCE: Athor's anaéysié {régreg'sien resutts avaltable Upen request), )
NOTES: Statistical findings denote difference from zero, NS is not significantly ditferent from zero,
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premiiums. The analysis Tound no association
between the’ aéoptzon of ‘other stare’tort re-

f@rms on loss ratios, prémiums, joint Habsliry,

caps on attorneys’ fees. orcollateral offsets.
The resultsalso Iughhght the efﬁect of com-

pet:lmon on prersuums and loss ratios. Compe-

tition ‘varies i the’ mdustry ACTOBS states as

well as over tithe. The: results mdlcate thar a0

percent increase in the index’ (iess ‘competi-

tivey is assecm%:ecf ‘with a 2 percent increase in’

preémiums (p < 05). Several” states have seen

thei left the market; became insolvent, ot refo-
ciised their underwriting in ‘their state of do-
micile’ These trends caused substantial
disruption in the medical malpmcmce market-
place in these statés. “Thus, a major part of the
crisis “in ‘these ‘states concerns ‘both severity
and the resulting impact'on inderwriting ¢a-
pacity among firms remairing in the market.-
_“The analysis ‘indicates -that ‘capping pay-
ments from malpractice carriers -was associ-
ated mzh lnwcr premiums.** Yet how should-

considerable changes (both- .

increasés and decredses) in"
market competition during".
the past two decades. Somie
states; such as West \f’zrgzma e
* have become less competitive
sinice 1996, while competition '}
in“other states has'increased.

The regression results indi-
cate that the 20 percent rise
in“the HHI in"West Virginia

mw
_ “Atleast in some .
states, the rise in
~ 'market .
concentration has
contributed to higher '
medicat malpractice
premiums.

“we interpret these results? At
| issué is whether we should-_
“adopt short-térm, stopgap so-
* Tutions to'slow rhe prowth in
3"premmms or‘fise ‘the recent
“experience fo'more fundas
“mentally ‘¢valiate and per-
“haps reform the Tiability sys-

‘tem. The'recent ‘spike in

Cemedical’ malprac:m{:a insur-
~“ance premiums allows us an

bet:ween 1996°and 2001 was associared with'a

4 percent increase in premioms: The HHI in-

creased by 80 percent ‘during this’ permd in

Minnesota- {associated  with a°16 percent in-
 crease in premiumis) but declined by 40 per-..
o _c&m: -m_Iciaho So at-least in’some states, the
. rise in market concentration has cenmbuted
to higher medical malpmcmce premiums. ‘The'

impact of inarket concentration on loss ratms
was not: s::at:xs%:lcal}y s;gmfxcant

COnc!us;ons

Physmans in severai states are fac:mg sh:arp-- :

increases in their medical habﬁzty premiums.

As a result, some facilities ‘have temporarily -

shut down, physicians in some states are reluc-
rant to perform high-risk procedures; and
early physician retirements appear to be on the
rise.” These physicians, and their patients, are
facing an important short-term crisis..A:major
part of the pelicy debate concerns the factors
generating the large incredses in premims in
some states. Rising severity is now a two-
decade-old phenomenon in the industry. Sév-
eral malpractice firms with substantial market
shares in some of the hardest-hit states—Ohio,
West Virginia, Pennsylvania, and Nevada—ei-

appertumty ‘to" reexaming whether the tort”

system is achieving its goals’ Tf4rdsnr, what -

changes in the system would improve the dual-
goals of dererrence arid compensation? The e~
sults suggest that capping ‘awards’ may im-

.prove the profitability of malpracnce carriers.
‘andrectuce premitms. Whether this is socially”

desirable or improves the goals of deterrence

and compensation remains an‘open questmn #
Anothér key ‘question'is the extent to

which the most recent premium spike simply

' _.reﬂects the ‘insurance cyde and changes in
" market strueture and conipetition: Altérna-

tively, dothe recent !:rf:nds also reflect a struc-
tural and secular rise in the severity of awards
that, absent reforms, will permanently change
the tradidonal insurance-premium cycle? In
this case, physicians-could face several more
years of rising premiums. Although experience
varies: across states, the data do indicate a
long-term increase in awards and settlements

‘per paid claim. At issue are the factors that un-

derlie these trends, D6 they reflect increagesin
the incidence of negligent adverse events and.
substandard physician care? if so, simply cap-
ping awards will ultimately result in Jower
growth in premiums but will leave unchanged
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the fundamental preblc:m ef ns;ng substa‘ﬂ"
dard care. -

Surprisingly, we E{new very izttle abcut
trends in the rates of mghgent acive:rse events
over time, The, two most cited studies, from
California in the 1970s and New York in the
1980s, suggest that these rates have been con-
stant, More Tecent studies from Colorado and
Utah conducted in the 1990s produced similar
results C}eaﬂy more work in thas area is
reqmred

y TOPGAP REFORMS (caps on awards) of

F mately result in lower premiums (reia»

‘tive to their levels. without the caps). On the

other’ hand, it is. also mportam to evaluate
any such reforms in the context of their abil-
ity to further the dual policy objecmes 0§ de-

terrence and compensazmn :

This paper was presented at {hz Councilon Health Care
Economics and Policy, “Medical Malpractice in Crisis:
Health Care PolicyOptions,” Washington, 12C. 3 - -
Merch 2003, The quthor thanks Peter Joski and Kd!}
Howel for rescarch assistance and programming, and
he appreciates: the hc’ip& comments from four ammy

. mous revzﬁwers. :
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522, ¥ Sloaneval, “Fifects of the Threat of Medi-
cal Malpracrice Litigarion and Other Factors on
Birth Outcomes,™ Medical Care 33 no. 7 (1993);
700-714; and Harvard Medical Practice Study,
Patients, Doctars, and Lawyers: Medicd] Injury, Malprac-
tice Litigation, and Patient Compensation in New York
{Cambridge, Mass: Harvard University, 1950),
(:I‘;aps § and 10, For additional discussion con-
cerning the paucity of published empirical work
linking the theeat of suit to lower rates of negli-

gent adverse events {or 2 reduction in substan-

31

32,

- dard medical care), see M. Mello and T Brennan,

“Deterrence of Medical Errors: Theory and Evi-
dence for Malpractice Reform,” Texas Law Review
80, no. 7 (2002):1595-1637.

In some states p}amnffs can file a claim thh its
initial adjudication completed by a medical re-
view panel. Plaintifls can ise this process for dis-
covery, -and if concurrence is received from the-
panel, the claim may proceed. Plaintiffsin other

states must receive an expert (outside} validation

or certificate of merit before the claim proceeds.
Limited expenses ire incurred nnder the first ap-
proach, while the larter approach provides some
financial incentive not to file a claim with low
likelihood of receiving a positive verdict.

The two most recent studies were conducred by

“WEK. Viscnsi and P Born, “Medical Malpractice ©

- Insurance in the: Wake of Lizbiliry Reform.” Jour-

33

34.

‘nal of Legal Stiadies 24 (Jne 1995): 463490, which

evaluated the impacts through 1998 and by S.

Zuickerman, RR. Bovbjerg, and F. Slo:m, “Fifects
of Tort Reforms and Qther Factors on Medical
Malpractice Insurance Premsums,” Inquiry 27, no.

2 (1980): 167182, which tracked the impact of
state reforms through 1986.

NAIC, mezmbzhiy Rr:part {Kansas Clty NAIC

2003},

See, “for éXaﬁipfé,' Viscitsi and Born, "-“Mé:ﬁaic':ﬂ
Malpractice Insurance™; and’ Zuckerman er'al,
“Fffectsof Tort Reforms.” Also see B Sloan; PM.
Mergenhagen, and R.R. Bovbjerg, ‘Effects of Tort
Reforms ‘on the Value of Closed Medical Mal-

practice Claims: A Microanalysis,” Jotrnal of Health

1 Politics, Policy and Law 14, 10. 4 (1989): 663689,

35.

36.

37.

This is a standard measure of market concenrra:
tion. It is-simply the square of each firm's marker

share summed. Data-on marker shares were de-

rived from the NAIC and from unpublished data
from the Congressional Budget Office.

Data on state tort reform Jaws were ﬁuizaiiy de-:

veloped using information from the Web site of a
specialty law firm, McCullotigh, Campbell, and
Lane, www.méandLeom/states. heml (30 July
2003). When information from this site was not
cleat, state insurance departments were asked
for clarification. Finally, [ compared these resulrs
with those used by the CRO to develop its esti-
rmates indeveloping LR S, a5 seen at CBO“HLR.
5. Help Efficient, Accessible, Low-Cost, Timely
Healtheare (HEALTH) Act of 2003, 10 March
2003, wwwchogowshowdoc cfmtindex=4051&
sequence=0 (30 fuly 2003). The classification
nsed in the analysis was 1dent1ca1 o that used by
the CRO.

1 ran both fixed- and random-effects models for
the premium and loss-ratio regressions. The re-
sults from the Hausman Test do not alow us o
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reject the pul hypothesis that coeflicients esti-
mared using rndom and fixed effects are the
same. The fixed-effects estimare indicated thar
state award caps were associated with premiums
that were 171 percent lower, and the random-
effects estimate produced the same result. Thus,
while the random-effects results are displayed,
the fixec-effecrs results were the same for the
tort-related variables. LA, Hausman, “Specifica-
ton Tests in Econometrics,” Econometrica 46, no. 6
(1978} 1251-1271. Regression o the mean could
also be an issue if states with high prerafums
adopring the award caps tended to return to the
average over time. Thus, caps in high-premium
states experiencing regression to the mean
would appear more effective than Taws in aver-
age-of low-premium States. Using 1985 dataon

 “stares that had no award cap (about forty-five

states), | estimated the premium regression {ab-
‘sent the tort variables). I estimated a second re-

- gression using the residuals (from the 1985 1o

" gression) as the dependent variable, a dummy set

to 11 the state wltimately adopted an award cap,
as well as the other independent, variables out-
lined in the text. If regression to the mean were
an issue, the coefficient on the dummy variable
would be positive and significant (thar is, high-
premivm states adopted caps). The t-statistic on
the dvanmy variable in this regression was ~0.22.
Since there was no apparent relationship here,
there would be minimal {if any) bias due o re-
gression to the mean. For a relared test, see D1

.. Pranove and K Cone, *Do State Rate Setring

—

I Regulations Really Lower Hospital Expenses?”
. ":}oumalgf}iaakh Economics 4, nio: 2 (1983 159-165."
38

The percentage cha.nges rep{;rted here took each
dummy variable from the log model and trans-
formed them to a percentage change using the
methods cutlined in P Kennedy, “Estimation
with Correctly interpreted Dummy Variables in
Semi Logarithmic Fauarions,” Americm Economic
Review 71,m0. 4 (1981): 80L

Tn a recent Georgia survey of physicians, a third
of ohstetrician/gynecologists and 2 fifth of family
practitioners stated that they would stop per-
forming high-risk procedures, Another 12 per-
cent noted that they would not cover the emer-
geney room in the future BNAS Heafth Care Policy
Report 11, no. 5 (2003): 162.

This means that premiums are lower than they
would be in the absence of award caps. It does
not imply that the premiums decline. Premiums
in states with award caps have tisen over time,
but they are lower than they would be absent the
award caps.

At tssue is whether the reforms would reduce
deadweight loss associated with defensive medi-
cine and costs of administering the system and

42.

improve deterrence and compensation. Some
commentators are dubiocus about the prospects.
See P Danzon, Medical Malpractice: Theory, Evidence,
and Public Policy (Cambridge, Mass.. Harvard Uni-
versity Press, 1983). However, any such analysis
must also consider the impact that high premi-
ums have on the availahbility of and access o
medical care services.

California Medical Association and California
Hospital Association, Report on the Medical Insur-
dnce Feasibility Study, ed. DH. Mills (Sap Francisco:
CMA/CHA, 1977); and D. Studdert et al., “Negli-
gent Care and Malpractice Claiming Behavior in
Utah and Colorado,” Medical Care 38, no. 3 (2000):
250-260. These studies have generally con-
cluded that approximately 3.7 percent of hospital
admissions are associated with an adverse event
and that approximately a guarter of these are due
ro negligence.
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